INTRODUCTION
The bull market in the USA during the 1990s resulted in an unprecedented number of investors choosing to invest in equities and in equity mutual funds. As of 30 June 2005 the market value of the stocks held in mutual fund portfolios accounted for nearly 22 percent of total US stockmarket capitalization versus 5 percent at the close of 1985.
1 In response to this trend, and to other incentives, financial intermediaries acting as fund managers are increasingly offering mutual funds based on a basket of other mutual funds. Among companies offering these so-called funds of funds (FOFs) are Fidelity, Goldman Sachs, T. Rowe Price, Schwab and Vanguard.
The growth in the variety of mutual funds available to investors plays an important role in explaining the existence and growth of FOFs. Although the characteristics of individual FOFs account holders are not readily available to the research community, several FOF characteristics are worthy of note based upon cross-sectional comparisons of investment objectives, portfolio holdings, fees, and risk-adjusted returns between FOFs and their traditional counterparts.
The difficulties faced by the average investor in selecting an appropriate mix of mutual funds can be as daunting as the selection of an appropriate mix (Hensley, 1996) or as simplifying the task of portfolio diversification with the option of buying one fund (Williamson, 1997) . In some cases, a FOF may invest in more than 59 different mutual funds. FOFs may also advertise the ability to buy mutual funds that are not available to regular investors. This ability is due to a pre-existing position in a fund that is closed to new investors or due to economies of scale in the case of funds that have large minimum purchase requirements (for example, $500,000).
There are various styles of FOFs currently available in the market, for example passive buy-and-hold FOFs, active market-timing FOFs, stock-oriented or bond-oriented FOFs, and so forth. As of January 2000, the Morningstar Principia database of mutual funds listed 214 FOFs. Of the total, 181, or 85 percent, had inception dates ranging from 1996 to 1999. Although the emerging nature of FOF offerings makes this type of fund interesting, their short operating history confounds traditional statistical evaluation measures. As a result, this chapter uses several methods to calculate riskadjusted returns of FOFs and analyses the holdings of their portfolios in order to best characterize and assess FOF performance. Though short time series make inferences difficult, we include histories as short as one year to provide a balance between methodological requirements for parameter estimation and the reduction in sample size associated with the paucity of FOFs having longer return histories.
It is widely recognized that a potential problem with FOFs is the likelihood that their multi-layered fees results in higher overall expense ratios. For instance, a management fee may be charged by the fund company that manages the FOFs in addition to the fees for the individual funds in the portfolio. In contrast, some FOFs (for example, T. Rowe Price, Wells Fargo, TIAA-CREF and Vanguard) invest solely in their own family's mutual funds and do not charge additional management fees for bundling their family's funds into a single security. The set of FOFs that re-package in-house funds have fees ranging from zero in many cases to a maximum of 2.19 percent in the case of the Merrill Strategic All-Equity Class B and C Shares. A second group of FOFs select their holdings from families unrelated to the FOF and pass on additional fees often ranging from 0.50 percent to 2.65 percent (PMFM Managed Portfolio Trust). In-house FOFs have an average annual expense ratio of 0.81 percent and a capitalization-weighted annual expense ratio of 0.16 percent, whereas FOFs that select outside funds have an average annual expense ratio of 1.32 percent and a capitalization-weighted expense ratio of 1.14 percent. The lion's share of the FOF market is represented by in-house FOFs; in 2004 they represented 98.3 percent of total FOF capitalization and generated 95.6 percent of total FOF fees. This study investigates whether FOFs as a group
